I INTRODUCTION
The income tax laws currently run to over 8000 pages of legislation in stark contrast to the relatively succinct accounting rules. This highlights the many differences between these rules in determining and calculating net income. The Ralph Report, however, sought to 'align more closely taxation law with accounting principles wherever possible '. 1 This article seeks to examine the appropriateness of such an approach, using the new Simplified Tax System 2 ('STS') for small business as a case study.
In doing so this article firstly provides a background to the STS provisions and sets out the eligibility requirements. Secondly, this article compares the tax accounting features of the STS system with both the non-STS income tax laws and the accounting rules. This comparison finds that the STS exacerbates departures between the accounting and tax rules. Additionally, this article examines the justification for the STS with regard to the taxation policy goals of simplicity, equity or efficiency. This article finds that the STS fails these generally accepted taxation policy benchmarks. The article concludes that it would be better for policy makers to work toward reducing the volume of income tax law for small business by aligning the income tax laws more closely with the accounting rules.
II BACKGROUND
Given the complexity burdens placed on small business from the massive income tax reforms flowing from the 1999 Ralph Report 3 and the introduction of the A New Tax System (Goods and Services Tax) Act 1999 (Cth) ('GSTA 1999'), 4 the Government stated that it would also introduce measures to help simplify the tax system for small business:
1.4 The STS modifies the method of determining taxable income for certain businesses with straightforward, uncomplicated tax affairs. Eligible businesses that choose to use the STS will have access to simpler depreciation, trading stock and accounting arrangements (although the remaining tax rules apply outside these areas).
1.5 The Review of Business Taxations report A Tax System Redesigned recommended the STS and the Government supported that recommendation (Treasurers Press Release Nos. 58 and 59 of 21 September 1999). The Review of Business Taxation estimated that around 95% of all businesses, and 99% of farming businesses, would be eligible for the STS.
1.6 Consistent with the Governments approach to business tax reform, the detailed design of the STS has benefited from extensive consultation with business representatives and professional bodies.
1.7 The object of the STS is to provide the following benefits to those businesses eligible to enter the STS:
• a reduction in effective tax burden; and • simplified record keeping and reporting requirements. The STS also contains integrity measures to ensure that ineligible businesses cannot structure or restructure their affairs to take advantage of these benefits. These measures reinforce that the STS is designed for small businesses with straightforward and uncomplicated affairs. 5 Indeed the ITAA 1997 states that STS would not only simplify the law but would reduce the tax burden for small business. 6 
III ELIGIBILITY TO JOIN THE 'SIMPLIFIED' TAX SYSTEM
The STS commenced on 1 July 2001 and is optional for small business taxpayers. To be eligible to join the STS 7 a taxpayer must carry on a business during the year and meet the following two small business threshold tests.
The annual business turnover must be less than AUD 1 000 000 net of GST credits. 8 Entities that are unable to meet this general eligibility test have the option of recalculating their STS average turnover by either using actual turnover for the current year, or estimating their group turnover for the current year plus the estimated group turnovers for the following two years.
9
This provides some symmetry with the small business cash accounting turnover threshold of AUD 1 000 000 in GSTA 1999 s 29-40. 10 This calculation is far from simple as seen by draft taxation ruling TR 2002/11 which runs for some 125 paragraphs.
Additionally, there are anti-avoidance rules 11 to prevent large businesses dividing their businesses into smaller parts so as to claim the benefits of the STS. As commentators have noted, these rules are extremely complex.
12
For example, there are rules for: defining STS group turnover, defining the value of the business supplies, grouping of an entity's turnover, working out what entities are STS affiliates, defining control and indirect control of an entity, and working out STS group turnover. For an example of the complexity involved, see the rules for grouped entities in s 328-38 of the ITAA 1997. 13 Further, the annual turnover test has a number of anomalies. Firstly, the AUD 1 000 000 threshold appears to be somewhat arbitrary. There will be some very small businesses with high turnover and low gross margins, such as service stations and liquor outlets, that will be ineligible. Also, to join the STS, business depreciating assets must be less than AUD 3 000 000.
14 The limit on the total value of depreciating assets that an entity and its grouped entities can have at the end of an income year will ensure that entities with low turnover in early years of operation, but with large investments in capital assets, are not eligible to enter the STS. 15 The value of a depreciating asset for an income year means basically the cost of the asset less any amounts representing decline in value that have been deducted or are deductible against it under Division 40 or Division 328. In establishing whether the value of an entity's assets and its grouped entities total less than AUD 3 million, the closing pool balance of each pool will need to be added to the adjustable value of any depreciating assets of the entity and its grouped entities which have not been subject to the pooling arrangements. 16 Again, these calculations could become very complicated for small business groups.
Entry into the system is optional and a business joins by completing an application to the Australian Taxation Office ('ATO').
17
If you leave the system you must wait five years before you can re-enter and must apply to the ATO to rejoin.
18
Complex entry and exit adjustment rules ensure that taxpayers in the STS do not double count or omit income and deductions.
19
Comparison will be made below between the tax and accounting perspectives of the following features of the STS system: accounting method adopted for income and expenses; treatment of prepaid expenses; depreciation of plant, equipment and trading stock.
IV ACCOUNTING METHOD FOR INCOME AND EXPENSES A The 'Non-Simplified' Income Tax Regime
Because the ITAA 1997 is based on a tax income year ended 30 June, 20 it is necessary for taxpayers to allocate income and expenses to the appropriate tax year. The judicial interpretation of the Act's key words related to income and expense, namely 'derived' and 'incurred', has generally 21 resulted in an accruals type system of tax accounting for business income and expenses as described below. Taxpayers do not have a choice between using cash or accruals accounting. Rather, the tax accounting method is dictated by such factors as the type and scale of the small business activity and the circumstances of the transactions. derived is to be determined by the application of ordinary business and commercial principles and that the method of accounting to be adopted is that which is calculated to give a substantially correct reflex of the taxpayer's true income.
23
There are two principles that emerged from Carden in respect of the derivation of business income. The first is that accruals accounting basis is generally appropriate for business income. That is, income is derived not upon receipt but when it is earned. 24 This will generally 25 occur where a business issues an invoice to a customer or a customer enters a contract to make payments for goods or services supplied.
26
The second principle states that a cash receipts basis may be appropriate for the derivation of income for certain small sole professional practitioners.
27
Whilst there may be some difficulty in determining whether a small professional practice should use cash or accruals, it is submitted that this problem could not be considered as significant as it applies to relatively few taxpayers and is addressed by the Commissioner's taxation ruling TR 98/1. 
Prepaid Expenses
Previously prepaid expenses were generally deductible when incurred under s 8-1 35 the Government moved to limit this timing loophole by limiting the deductibility of prepayments in 1988. 36 The prepayment rules were further amended in 1999. 37 For businesses that do not enter the STS and incur expenditure for doing a thing that is not to be done wholly within the income year in which the benefit is incurred, the expenditure is apportioned over the eligible service period. 38 This is the period over which the services are to be provided up to a maximum of ten years.
B Accounting Treatment 1 Timing of Income
The accounting conceptual framework calls for an accruals treatment of revenue and expenses. Statement of Accounting Concept SAC 4 Definition and Recognition of the Elements of Financial Statements ('SAC 4') requires that a revenue should be recognised in a reporting period when and only when:
(a) it is probable that the inflow or other enhancement or saving in outflows of future economic benefits has occurred; and (b) the inflow or other enhancement or saving in outflows of future economic benefits can be measured reliably.
39
This correlates very closely with the non-STS income tax law requirements that ordinary income is generally derived when earned.
Timing of Expenses
SAC 4 requires that an expense be recognised in a reporting period when and only when:
(a) it is probable that the consumption or loss of future economic benefits resulting in a reduction in assets and/ or an increase in liabilities has occurred; and (b) the consumption or loss of future economic benefits can be measured reliably. 40 The accounting treatment of timing of expenses thus generally equates with the income tax concept of 'incurred'.
Prepaid Expenses
Clearly a prepaid expense will fall outside an expense under SAC 4 since such 'expense' will be recognised as an asset under SAC 4. SAC 4 requires that an asset should be recognised in the statement of financial position when and only when:
(a) it is probable that the future economic benefits embodied in the asset will eventuate; and (b) the asset possesses a cost or other value that can be measured reliably. Again the accounting treatment will generally correlate with the non-STS income tax law requirements that an expense is generally deductible when incurred and that generally a prepaid expense be accrued over the relevant period of the prepayment.
C STS Rules 1 Timing of Income
Under the STS, a taxpayer is not be required to bring to account, at year end, income when it is derived under s 6-5; 42 rather, ordinary income will be calculated on a cash basis. 43 Thus business sales for which payment has not been received will not constitute income. The cash accounting method does not apply to ordinary income if another provision of income tax law includes the amount at a different time. 44 Also, the cash accounting method does not extend to statutory income such as capital gains.
Timing of Expenses
Under the STS business expenses will only be deductible under ss 8-1 (general deductions), 25-5 (tax related expenses) and 25-10 (repairs), when paid. 45 Expenses owing at year end will not be deductible until paid. However, the cash accounting method does not apply to other specific deduction provisions. 46 As previously noted, entry adjustment rules ensure that when a business enters the STS and uses the new accounting arrangements business income and expenses affected by the new accounting arrangements are not recognised twice or omitted 47 .
Prepaid Expenses
Under the new 12-month prepayments rule, an advance payment made by an STS taxpayer will be immediately deductible where it is incurred in respect of a period of service not exceeding 12 months and the period of service ends no later than the last day of the income year following the date on which the payment is made. 48 Small business taxpayers not entering the STS will move to the general scheme of the prepayments provisions. 49 This means that their deductions for incurred deductible prepayments expenditure will be apportioned over the service period or ten years, which ever is the lesser.
D Comparison
The non-STS accruals system of tax accounting substantially mirrors the treatment under accounting standards. The STS, however, produces a number of departures from accounting standards. Firstly, the cash system of tax accounting for income and expenses conflicts with SAC4. Secondly, the treatment of prepaid expenses also clashes with SAC4. 41 The uniform capital allowance system 50 applies to depreciating assets that are acquired or constructed on or after 1 July 2001. Under these rules depreciating assets can be written off as deductions generally over the effective life. For assets costing less than AUD 1000 ('low cost assets') taxpayers may depreciate assets at accelerated rates in a low value pool.
51
Assets acquired prior to 1 July 2001 are transferred into the new system at the old depreciation rates. Under this system taxpayers have to work out: the effective life of assets; depreciation rates; provide annual depreciation calculations; and account for any disposal of depreciating assets.
B Accounting Treatment
Accounting Standard AASB 1021 provides the rules for calculating the depreciation for non-current depreciating assets as follows: 52 5.1 The depreciable amount of a depreciable asset must be allocated on a systematic basis over its useful life. The depreciation method applied to an asset must reflect the pattern in which the asset's future economic benefits are consumed or lost by the entity. The allocation of the depreciable amount must be recognised as an expense, except to the extent that the amount allocated is included in the carrying amount of another asset.
5.2
In estimating the useful life of a depreciable asset, consideration must be given to the following factors:
(a) expected physical wear and tear; (b) obsolescence; and (c) legal or other limits on the use of the asset.
5.3
The depreciable amount must be allocated from the time when a depreciable asset is first put into use or held ready for use…
C STS Rules
Under the STS small business taxpayers can obtain 100 per cent deductions for depreciating assets costing less than AUD 1000 to the extent of taxable use.
53
Simplified pooling arrangements provide accelerated depreciation deductions for assets costing more than AUD 1000.
54
Under the pools, assets with less than a 25 year life use a 30 per cent diminishing value rate, and assets longer than 25 years use a 5 per cent rate.
55
A further benefit is provided for depreciating assets acquired during the year since those assets are depreciated at half the pool rate (either 15 per cent or 2.5 per cent).
56
A type of balancing charge offset is retained under the STS.
57
Under the STS sales proceeds from the disposal an asset are written off against the pool.
58
This will generally also result in assessable income if the proceeds exceed the pool balance. The rules governing in which pool an asset is to be placed, however, are complex. 59 Also, considerable complexity arises when a change in the business use of a depreciating asset occurs. For example, s 328-225(4) provides the following formula:
Again, the non-STS depreciation regime is very similar to the treatment under accounting standards, that is, depreciation is generally expensed over the effective life of an asset. The STS, however, results in departures from accounting standards with its accelerated depreciation regime conflicting with AASB 1021.
VI TRADING STOCK A The 'Non-Simplified' Tax Regime
Under the trading stock provisions, if you carry on a business and have trading stock on hand, the excess of closing stock over opening stock is included in assessable income.
61
If the value of opening stock exceeds closing stock, the excess is deductible.
62
Thus business must carry out an annual physical stock-takes to account for trading stock, and must also make elections on the value of closing stock 63 and in revaluing obsolete stock.
B Accounting Treatment
Accounting Standard AASB 1019 provides the rules for accounting for inventory. Paragraph 5.1 requires that inventories must be measured at the lower of cost and net realisable value. 65 Further, para 9.1 requires that 'the carrying amount of inventories sold must be recognised as an expense in the financial year in which the related revenue is recognised '. 66 This means that excess of closing stock over opening stock will increase revenue and the excess of opening stock over closing stock will increase expenses. 
C STS Rules
Where the difference between the value of the trading stock on hand at the start of an income year and the reasonably estimated value at the end of the year is AUD 5000 or less, an STS taxpayer does not have to value each item of trading stock at year end and account for any changes in the value of trading stock. 67 If the change in trading stock is greater than AUD 5000 the normal trading stock rules apply.
D Comparison
The non-STS trading stock provisions are closely aligned to the treatment under accounting standards. The STS trading stock provisions again result in significant departures from accounting standards by ignoring trading stock variations in the calculation of income and expenses. This directly conflicts with the requirements of AASB 1019.
VII POLICY JUSTIFICATION FOR STS
Ideally the STS provisions should substantially meet the requirements of the three canons of good taxation policy: equity, economic efficiency and simplicity. As the Ralph Report notes, because the tax system 'can significantly influence the efficiency with which Australia's natural resources, capital and labour are used', economic efficiency is important. 69 On equity the Report asserts it is 'a basic criterion for community acceptance of the tax system'. 70 In respect of simplicity:
A major consideration in the formulation of the Review's recommendations has been to remove anomalies and inequities between the treatment of economically similar transactions. This will allow significant simplification of the tax system.
A Equity
Tax equity is generally defined in terms of horizontal equity and vertical equity.
72
Horizontal equity demands equal treatment for people in similar circumstances.
73
This requires the determination of a tax base which is able to determine 'similar circumstances' so that an appropriate amount of tax can be imposed on a taxpayer. Accordingly, most commentators 74 have defined the tax base in terms of a taxpayer's 'ability to pay'. Thus horizontal equity requires those having an equal ability to pay bear an equal tax burden. 75 Because horizontal equity concerns the equal treatment of equals, as a corollary, vertical equity is required to ensure that tax imposed on people in different circumstances is also fair. Most countries have progressive rates of income tax 76 so as to try to ensure that a person with a greater ability to pay, pays not only more tax, but at a higher income tax rate. Vertical equity requires both progressive income tax rates and a tax based on the 'ability to pay'. It is apparent from the following analysis of winners and losers that the STS breaches horizontal and vertical equity.
Certain small businesses, however, are clear winners under STS. For example, businesses that satisfy the eligibility criteria are ahead because they can choose whether to enter the STS and thus optimise their tax planning opportunities. In particular, capital intensive small businesses appear to have the most to gain through accessing the accelerated depreciation regime. As set out above, the STS general pooled depreciation rate is 30 per cent for assets with a less than 25 year expected life use. For example, farmer outlays for tractors and harvesters will enjoy a 30 per cent depreciation rate under STS as opposed to a 22.5 per cent non-STS rate. 77 Under the STS, an immediate deduction is available for assets costing less than AUD 1,000. 78 Further, businesses can acquire an asset on the last day of an income tax year and obtain an immediate 15 per cent deduction. Miners, manufacturers and tradespeople are also among those likely to benefit from higher depreciation rates under the STS.
79
Taxpayers with large amounts of debtors compared to creditors will also benefit from the STS given the tax deferral from cash accounting. Previously, business income included debtors; under the STS only cash receipts are included as business income.
80
This benefit, however, will generally only provide a one-off cash saving for small business. Certainly this will be the case where small business retains a similar debt profile. For example, grape growers that are paid in three instalments over April, July and September will defer income on a cash basis. 81 Builders, professional firms and manufacturers are also likely to be in the same situation.
82
This tax deferral benefit, however, is ameliorated to some extent by the Pay As You Go ('PAYG') instalment regime.
Further, such taxpayers can take advantage of the 12 month prepayment rule that provides full deductions for prepaid expenses incurred in respect of a period of service not exceeding 12 months.
83
For taxpayers outside the STS such prepayments are subject to restrictions and deductions must be apportioned. The trading stock rules, however, will only provide a benefit to very small businesses given the AUD 5000 trading stock variation threshold.
84
Of course, the greater the amount of depreciable assets, debtors and prepayments that a business has, the greater the tax savings under the STS. Well-established and larger small businesses in certain industries emerge as the clear winners under the STS.
Other small businesses are losers in the STS. Businesses that fail the eligibility criteria cannot take advantage of the tax savings from the STS. For example, small business with an annual business turnover of AUD 1 000 000 or greater cannot take advantage of the STS.
85
. Also, highly capital intensive small businesses with depreciating assets of AUD 3 000 000 or more do not qualify. 86 Taxpayers with large numbers of creditors compared to debtors will incur a cash flow problem from entering the STS because deductions for creditors are generally excluded. Many retailers will fit into this situation. 88 For taxpayers that have a number of entities and complex structures the grouping rules may be so complex that compliance costs outweigh any benefits. 89 Additionally taxpayers with capital gains on pre-21 September 1999 depreciable assets will lose any indexation benefit when such assets are placed into the STS depreciation pool.
90
Businesses with low levels of depreciable assets, debtors and prepayments will obtain little benefit from the STS. Thus small retailers, new small businesses and struggling small business emerge as the losers under the STS.
Horizontal equity is violated, as can seen in the following example that compares a small business with high levels of depreciable assets (A) and a small business with low levels of depreciable assets (B). Outside the STS provisions, these two small business taxpayers (A and B) have the same taxable income, AUD 100 000, and pay the same amount of income tax. Under the STS regime, however, A elects to join and obtain depreciation benefits that reduce the taxable income to AUD 80 000. B obtains no depreciation benefits under the STS. This is inequitable since both taxpayers have the same ability to pay but now pay different amounts of income tax. The STS rules also breach horizontal equity between small businesses within the same industry. A clothing retailer with AUD 900 000 of sales income is eligible to join, whilst a nearby competitor with AUD 1 100 000 falls outside the STS. Further, horizontal equity is also breached since the STS regime excludes taxpayers who are not carrying on a business.
Vertical equity is also damaged because a taxpayer on the top marginal tax bracket obtains a greater benefit from the STS rules than a lower income taxpayer. STS benefits that reduce assessable income by AUD 20 000 for a top marginal rate taxpayer would save AUD 9700 income tax. Whereas for a taxpayer with a taxable income of AUD 50 000 would only save AUD 6300 income tax from the same STS benefit. Given that most larger small businesses would be operated by the high income and wealthier taxpayers, 91 the breach of vertical equity must be substantial. The STS provisions clearly damage the integrity of the tax laws.
B Economic Efficiency
There is an extensive body of research that demonstrates the economic virtues of a neutral tax system and the ideal of a comprehensive income tax base.
92
The Ralph Report's business taxation design principles advocated that 'the tax base adopted should be as close as possible to comprehensive income'. The preferential tax treatment of depreciation by allowing accelerated depreciation rates and other concessions under STS impedes economic efficiency as it provides departures from the taxation of comprehensive income. This is evident from the above analysis of winners and losers under STS. The Ralph Report 96 noted that accelerated depreciation provides significant benefits to capital intensive industries, such as mining and manufacturing, rather than service industries. Thus it also distorts the economy as scarce resources are diverted away from activities that would have otherwise attracted them. This breaches neutrality because the STS tax system favours capital intensive small businesses. Further, the cash accounting and prepayments rules will also result in a further tax preference because certain small businesses will have a once-off tax saving from the tax deferred. It is submitted that the trading stock provisions, however, would have an insignificant impact given the low threshold of AUD 5000.
C Simplicity
Simplicity is an attribute that appears to have never sat very well with taxation laws 97 and is a difficult concept to define.
98
There is however, general agreement that simplicity is considered in terms of administration costs of the government and the compliance costs of taxpayers.
1 Compliance Costs
Compliance costs can be defined as the costs 'incurred by taxpayers, or third parties such as businesses, in meeting the requirements laid upon them in complying with a given structure and level of tax'.
100
These costs will include the costs of keeping records, preparing taxation financial statements and taxation returns, obtaining tax advice, undergoing tax audits, tax planning and disputes. Taxes, however, can provide a number of benefits to taxpayers that may offset these costs.
Managerial benefits are provided as a result of improved business decision-making flowing from tax law compliance.
101
The record keeping and financial information requirements of the tax laws provide taxpayers with better information to make business and While the comprehensive income tax base may never be implemented in practice, most successful market economies use that base in designing and evaluating the performance of their operating income tax systems…..Not surprisingly, the prospect of unbridled application of the conceptual comprehensive income tax base in all circumstances attracts taxpayer concern -especially in relation to liquidity, valuation, volatility, loss offset and effects on international competitiveness. (at 2) 94 the Honourable Gentleman said that laws of this kind ought to be made intelligible to all persons who has not received a legal education. To bring the construction of these laws within the reach of such persons, was no doubt extremely desirable, but very far from being easy … The nature of property in this country, and its very complicated forms, rendered it almost impossible to deal with it for the purpose of the income tax in a very simple manner. See also: H H Monroe, QC, 'Intolerable inquisition? Reflections on the law of tax ' (1981) 33 where the United Kingdom Special Commissioner of Taxation is quoted as stating in 1980 that: 'the plea today is that it would be some advance if laws of this kind were intelligible to those who have received a legal education'. 98 Boris I Bittker, 'Tax reform and simplification ' (1974) investment decisions although, notably, this information falls short of proper accounting reports. Additionally, taxpayers obtain a benefit since these compliance costs are generally tax deductible 102 under ss 8-1 and 25-5. There will also be cash flow benefits 103 to taxpayers that are able to defer the payment of tax. These tax savings to one section of the community, however, create substantial on-costs for other taxpayers. This includes: higher levels of taxes for other taxpayers (the need for this having been created by tax revenue leakage), diversion of investment to tax-advantaged arrangements, promotion of possible corruption, creation of case law complexity and taxation ruling complexity, greater numbers of disputes, 'ring fencing' 104 and the loss of integrity to the tax system.
The following analysis shows that the STS does not appear to bring any considerable compliance cost reduction for small business.
(a) STS Eligibility
Generally, ascertaining eligibility to join will be quite simple for many small business taxpayers who easily fall within the STS parameters. Taxpayers at the margin, however, will encounter considerable complexities in dealing with the threshold tests and grouping rules.
Aside from the trading stock rules, the features of the STS are not optional, thus many taxpayers will have to make a rather complex calculation of the costs and benefits of joining. For example, a capital intensive business may obtain depreciation benefits as set out previously, 105 but will have adopt cash accounting and prepayment rules even though they may obtain little benefit and incur greater compliance costs. Commentators 106 note that given the complexities of the STS and the trade-offs involved, there maybe little benefit at all to small business.
(b) Entering and Leaving
Entering and leaving the STS is not a simple matter: taxpayers leaving must apply to rejoin the STS; for businesses voluntarily leaving the STS they have to wait five years to rejoin; taxpayers will plan to become ineligible taxpayers rather than leave voluntarily; 107 once in the STS a taxpayer may have difficulty in leaving the system because the debtors will now have to be brought to account; 108 and a small business may not be able to afford the cash flow costs of opting out.
(c) Cash Accounting
The cash accounting change will remove much of the need to account to debtors, creditors and work in progress until realisation. It is submitted that this will not result in a significant compliance saving for a number of reasons. Firstly, many small businesses prepare accounting reports on an accruals basis; using a cash accounting basis will only increase their compliance costs. Secondly, under the STS, businesses will not operate on a pure cash basis because accruals will apply to certain amounts of income and expenses as detailed above.
Also, the GST cash accounting thresholds are different to the STS thresholds this may result in a taxpayer running two accounting systems, one for GST and one for income tax.
(d) Prepayment
Prepayment provisions may make the tax accounting process slightly easier because such expenses would not need to be accrued. This provides no real benefit, given that a business will still need to accrue such expenses for accounting reporting reasons and that these are only transitional benefits.
(e) Capital Allowances
The pooling system for depreciable assets will remove the need to calculate the depreciation separately for each individual asset and provide some simplicity. This, however, appears to be offset by a number of factors: the benefit is insignificant as business will still need to use effective life depreciation for accounting reporting reasons; and complex depreciation rules apply for pooling assets and for calculating changes in the private use of depreciable assets.
(f) Trading Stock
There may be a small simplicity benefit in the cost savings from not having to account for trading stock. This benefit, however, is considered to be minute for the following reasons:
• Many small businesses have no or insignificant levels of trading stock and thus the benefit is negligible.
• Businesses with trading stock will still have to calculate a reasonable estimate of trading stock each year. How is this done without a stocktake?
109
• Most small business with trading stock will have variations in opening and closing stock that exceed AUD 5000, and so this provision may have little impact.
(g) Managerial Benefits to Taxpayers
There appear to be few managerial benefits from better record keeping and accounting flowing from the STS. The STS -by using a cash basis instead of accruals, accelerated depreciation instead of effective life, and by not carrying out stock-takes -encourages taxpayers to abandon proper financial reporting. Yet, for example, small business will still be required to furnish financial accounts in order to obtain finance. Additionally, where a small business elects to take up the STS it will still have to use accruals for most types of statutory income and deductions. Using both cash and accruals will only add to complexity. Small business involved in primary production, for example, will be affected, given the multitude of special primary production provisions in respect of income and expenses.
(h) Tax Deductibility Benefits
If the STS results in greater compliance costs, this will be offset by the tax deductions obtained. Conversely, if the STS achieves its aim and reduces compliance costs, the tax deduction benefit will fall. The primary compliance benefit for small business taxpayers appears to be cash flow savings from tax deferral by utilising the cash accounting and accelerated depreciation rules. There will also be tax savings for STS taxpayers with significant levels of prepaid expenses. Indeed the Revised Explanatory Memorandum to the New Business Tax System (Simplified Tax System) Act 2000 estimates these savings to be AUD 280 million in the 2001/02 year increasing to AUD 337 million in the 2004/05 year.
(j) On-Costs of Tax Preferences
The STS however, imposes considerable on costs for non-STS taxpayers. 112 Firstly, the tax saved will only result in higher levels of taxes or additional taxes for non-STS taxpayers. Secondly, the STS integrity rules add to the ring fencing in the ITAA .113
As noted above, businesses will try to work around these integrity rules to maximise the benefits of the STS. Affluent taxpayers engage in a 'tax audit lottery', exploiting grey areas of tax law and risking the chances of being audited. It also encourages corruption in the administration and practice of tax law. Further, under the STS, it will be likely that case law complexity will increase because the STS brings new terminology into the tax laws 114 and provides many borderlines for turnover, trading stock and depreciable asset thresholds. The sheer complexity of the antiavoidance measures are likely to lead to disputes. Indeed the Australian Taxation Office has produced two long and complex taxation rulings on the integrity measures in the STS.
2 Administration Costs
The STS imposes costs on a Government aside from the loss of a significant amount of tax revenue. Loopholes damage the integrity of the tax system, encourage avoidance and evasion as taxpayers seek to exploit the depreciation and cash accounting tax benefits. This leads to disputes, increased case law complexity, taxation ruling complexity and 'ring fencing' as noted above.
Furthermore, the STS results in considerable set up costs of bringing in the new legislation. The Australian Taxation Office also needs to provide ongoing private rulings, fact sheets, taxpayer advice, educational seminars and incur costs of dispute resolution associated with the STS. Also, entering and leaving the STS is not a simple matter and brings significant maintenance costs to the Australian Taxation Office because the STS requires that taxpayers make application to the Australian Taxation Office to re-enter the STS.
VIII CONCLUSION
The STS experience provides a number of valuable lessons for policy makers. Firstly, such tax preferences add to the volume and complexity of tax law and damage equity and efficiency. Secondly, aligning the income tax laws more closely with accounting rules achieves real simplification and would remove tax law anomalies and inequities. If the 111 Revised EM, above n 5, 1-2. 112 Jonas Agell, Peter Englund and Jan Södersten, 'Tax reform of the century -the Swedish experiment ' (1996) 49 National Tax Journal 643, 659. Such transactional costs are reflected in the results of a 1994 survey on the 1991 Swedish tax reforms that broadened the tax base and lowered income tax rates. The survey found that households actually spent less time on tax compliance in the years after the tax reforms. The more comprehensive the income tax base and fewer the tax preferences, the lower the compliance costs. government's goal is to compensate small business for the regressive compliance costs of the new tax system, then a direct government grant is a superior method of assisting all small business.
